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Surrebuttal Testimony of Michael p. Gorman

1 I. INTRODUCTION AND SUMMARY

2

3 A

4

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Michael P. Gorman. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017.

5

6

7 A

8

Q ARE yo u  T HE SAME MI CHAEL GORMAN WHO PREVIOUSLY FILED

TESTIMONY IN THIS PROCEEDING?

Yes. On June 3, 2016, I f i led direct testimony on behalf  of  the United States

Department of Defense and all other Federal Executive Agencies ("DoD/FEA").

9

10 A

Q WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

My surrebuttal testimony will provide the following:

\

BRUBAKER & AssoclATEs, Inc.
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2
3
4
5
6
7

I will provide and describe my opposition to the Settlement Agreement regarding
revenue requirement entered into by Tucson Electric Power Company ("TEP" or
"Company), the Arizona Corporation Commission Staf f , Residential Utility
Consumer Off ice, the Freeport Minerals Corporation, Arizonans for Electric
Choice and Competi t ion, Arizona Investment Counci l ,  W estern Resource
Advocates, Wal-mart Stores, Inc. and Sam's West, Inc., Noble Americas Energy
Solutions, LLC, Kroger Company, and Sierra Club.

8 I will respond to the rebuttal testimony of TEP witness Ann E. Bulkley.

9 Q PLEASE SUMMARIZE YOUR SURREBUTTAL TESTIMONY CONCERNING THE

10 SETTLEMENT AGREEMENT REGARDING REVENUE REQUIREMENTS.

11 A

12

13

14

15

16

17

I believe the Settlement Agreement should be rejected or modified. The Settlement

Agreement is based on a return on equity of 9.75% and a fair value rate of return

("FVROR") of 5.34%, which produces an increment return on original cost rate base

("oRB") of 10%.

These points of the settlement are unreasonable because 9.75% exceeds fair

compensations for TEP's investment risk, and the FVROR and OCRB increment

exceeds a fair return on the value of TEP's rate base.

18

19

20

21

22

23

24

25

26

27

If the Commission approves the settlement, it should be based on a return on

equity on OCRB of no more than 9.5%. Further, while I disagree with the notion of a

fair value increment to the original cost rate of return, if the Commission approves an

FVROR of 5.10%, this would produce an FVROR increment of no more than 0.18%.

Ref lecting these two modif ications, the settlement revenue requirement

increase of $81 .5 million should be reduced down by approximately $11 million, or an

increase in the gross revenue requirement of $70.4 million.

Finally, the settlement is based on a capital structure which includes 50.03%

of common equity to total capital. This settlement capital structure contains a

common equity ratio that is significantly in excess of the Company's actual capital

2.

1.

BRUBAKER & ASSOCIATES, Inc.
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2

3

4

5

6

7

8

9

structure of 48.69%. The Company's actual capital structure has supported an

improvement to TEP's strong investment grade bond rating, has supported access to

capital at reasonable prices and conditions to support large capital programs, and is a

capital structure that is at much lower cost than the capital structure used in the

settlement. The settlement's proposal for an increased common equity ratio to TEP is

not justified and should be denied. Reducing or adjusting the revenue requirement to

reflect TEP's current actual reasonable capital structure mix, which includes a capital

structure of 48.69% common equity would further reduce the settlement revenue

requirement by an additional $3.0 million.

10

11

12

The combined revenue requirement adjustment for a fair rate of return on fair

value rate base and appropriate capital structure, would lower the settlement revenue

requirement by $14.2 million.

13 Q PLEASE SUMMARIZE YOUR RESPONSE TO THE REBUTTAL TESTIMONY OF

14 TEP WITNESS ANN BULKLEY.

15 A I find Ms. Bulkley's criticisms of my direct testimony, and her continued support for an

16 above market return on equity for TEP to be unreasonable. Ms. Bulkley's rebuttal

17 testimony is inappropriate for the following reasons:

18
19

Her criticisms of differences in proxy groups have no material impact on the
estimate of a fair return on equity.

20
21

2. Her criticisms of my constant growth DCF study, sustainable growth DCF study,
and multi-stage DCF study are simply without merit.

22
23
24
25

fundamentally flawed

Her proposal to implement a risk premium study predominantly dictated by only
an inverse relationship between interest rates and equity risk premiums is

, inconsistent with academic findings on equity risk
premiums, and overstates a fair and reasonable return for TEP.

26
27
28

Ms. Bulkley's concerns related to the CAPM and market risk premium are simply
without merit. Her market risk premium estimate does not reflect the current low
capital market environment, with low inflation outlooks, and therefore overstates a

4.

3.

1.

BRUBAKER & AssociATEs, Inc.
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3
4

fair return for TEP. Instead, Ms. Bulkley predominantly considers historical capital
market costs, and much higher inf lation outlooks historically, than expected
prospectively, which distorts her outlooks for a fair compensation in today's
marketplace.

5
6
7
8
g

5. Ms. Bulkley's determination of an FVROR increment is not based on observable
utility security valuations in the market. Rather, she creates a hybrid between
market valuations of observable securities, with economists' long-term projections
of interest rates and inflation outlooks, to unjustifiably inflate a fair value increment
for TEP.

10 All of these issues will be described later.

11 II. SETTLEMENT AGREEMENT OPPOSITION

12 Q PLEASE DESCRIBE YOUR POSITION CONCERNING THE PROPOSED

13 SETTLEMENT AGREEMENT ON REVENUE REQUIREMENTS.

14 A

15

16

17

The Company and various part ies have entered into a sett lement on revenue

requirement issues. The settlement calls for an increase in non-fuel revenues of

$81.5 million, which includes a return on equity of 9.75°/1, and an FVROR of 5.34%,

which produces a fair value increment on rate base of 1 .0%.

18 Q PLEASE DESCRIBE THE ISSUES YOU ARE OPPOSED TO IN THE SETTLEMENT

19 AGREEMENT.

20 A

21

A fair return on equity for TEP of 9.75% substantially exceeds its current market cost

of equity. As described in my direct testimony, and as provided in greater detail

22 below, a return on equity for TEP currently falls in the range of 8.9% to 9.7%. This

23

24

25

26

27

return on equity is reasonably consistent with industry average returns on equity for

electric utility companies. Market ev idence clearly shows that the market is

embracing returns on equity of 9.5% and lower for electric utility companies. With

authorized returns fall ing to the 9.5% range, electric uti l i ties have been able to

support access to large amounts of capital under reasonable terms and prices that

BRUBAKER & AssoclATEs, Inc.
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1 are used to support large capital programs. Further, the credit rat ings for the electric

2

3

uti l i ty industry are improving in the face of decl ining authorized returns on equity. Al l

of this evidence shows that a fair return on equity for TEP is no higher than 9.5%.

4

5

6

7

8

9

10

11

12

13

14

The settlement prescribes a fair return on fair value rate base of 5.34%, which

produces a  fa i r  va lue i ncrem enta l  return  on ra te base o f  1 .0%. This fa i r  value

incremental  return is largely in l ine wi th the Company's posi t ion in this proceeding.

However ,  the Com pany 's  proposed increm enta l  fa i r  va lue return on rate base i s

excessive because it is largely t ied to analysts' projected capital costs expected to be

incur red in the future,  rather  than cur rent  observable capi ta l  m arket  costs in the

market today. While I do not agree with awarding any incremental fair value return on

rate base, i f the Company's methodology for developing such a return is supported by

the Com m iss ion,  then a balanced appl i cat ion of  the FVROR m ethodology would

suppor t  an FVROR of  5.10% and incremental  return on rate base of  no more than

0.18%.

15 Q IF THE COMMISSION WERE TO MODIFY THE PROPOSED SETTLEMENT TO

16 R E F L E C T  A  F A I R  R A T E  O F  R E T U R N  A N D  I N C R E M E N T A L  F A I R  V A L U E

17 RETURN, HOW WOULD THAT IMPACT THE REVENUE REQUIREMENT

INCREASE UNDER THE SETTLEMENT?18

19 A

20

21

Reflecting a rate of return of no higher than 9.5%, rejecting the settlement proposed

increase to TEP's capital structure, and incremental fair value return of no more than

0.18%, would reduce the settlement revenue requirement by $14.2 million. This is

22 developed on my Exhibit  MPG-23, page 3.

BRUBAKER & ASSOCIATES, INC.
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1 III. REBUTTAL TO Ms. BULKLEY

2 Q DID Ms. BULKLEY SUMMARIZE THE RECOMMENDATIONS OF THE OTHER

3 RATE OF RETURN WITNESSES?

4 A Yes. Ms. Buckley summarizes the issues she takes with the other return on equity'

5

6

7

8

9

10

11

12

13

witnesses at pages 3-12 of rebuttal testimony. Throughout her summary, she states

that the opposing return on equity witnesses (which include Staff witness David

Parcell, Office Residential Utility Consumer Office ("RUCO") witness Robert Mease,

Wal-Mart witness Gregory Tillman and me), offer recommendations that individually

and as a group are far below the returns that investors would expect for a vertically

integrated electric utility company. As support for this assertion, she provides a

scatter plot graph comparing the opposing witnesses' recommendations compared to

the authorized returns on equity for vertically integrated utilities for the period

January 1, 2013 through June 30, 2016.

14 Q PLEASE RESPOND TO Ms. BULKLEY'S COMMENTS REGARDING THE

15 RECOMMENDED RETURNS ON EQUITY OFFERED BY OPPOSING RETURN ON

16 EQUITY WITNESSES.

17 A

18

Ms. Bulkley's findings are based on incomplete or inaccurate data, and reflect a bias

toward a higher return on equity recommendation. I base this conclusion on the

19

20

21

following.

First, Ms. Bulkley's evaluation of authorized returns on equity limits the

amount of information available to investors to inform an outlook on expected

22

23

24

commission authorized returns on equity. Ms. Bulkley's analysis does not compare

authorized returns on equity based on comparable investment risk, nor does she

consider whether or not the most recent authorized returns on equity are

BRUBAKER & AssociATEs, Inc.
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1

2

commissions' f indings for the current market cost of equity for the ut i l i t ies. Indeed,

some reported returns on equity are based on a sett lement.

3 Q BASED ON A COMPLETE REVIEW OF ALL AUTHORIZED RETURNS ON EQUITY

4 FOR CALENDAR 2015 AND JANUARY THROUGH JUNE 2016, WOULD THE

OPPOSING WITNESSES' RETURNS ON EQUITY BE REASONABLE?5

6 A Yes. As shown on the attached Exhibi t  MPG-24, the authorized returns on equity for

7

8

integrated electric ut i l i ty companies range from 9.30% to 10.30%, with an average of

9.7%.1 As shown on page 1 of  Exhibi t  MPG-24,  I  excluded author ized returns on

9

10

11

equi ty fo(  ut i l i ty rate cases where the commission approved a set t lement return on

equity. Under  these condi t ions,  author i zed returns for  2015 and 2016 averaged

between 9.66% and 9.72%, wi th a m idpoint  of  9.69%. This is general ly consistent

12

13

with the high end of my recommended range of 8.9% to 9.7%.

Based on this expanded evaluation of the information avai lable to investors, l

bel i eve i t  r easonab le and ra t i ona l  f o r  an  i nves tor  t o  bel i eve t ha t  i f  t he Ar i zona14

15

16

Corporation Commission ("Commission") is attempting to measure the current market

cost of equity for a utility in this rate case, as I believe the Commission is attempting

17 to  do he re  for TEP , i nves tors  would  expec t  an author i zed return  on equ i t y  o f

18

19

20

21

22

approxim ately  9.69%,  which i s  general l y  consis tent  wi th m y est im ated return on

equi ty range of  8.90% to 9.70%, Further,  this data demonstrates that  Ms. Bulkley's

or i g i na l l y  proposed 10.35% return  on equ i t y  f or  TEP,  as  wel l  as  TEP's  updated

request for a 10.0% return on equity are out of l ine with reasonable est imates of the

current cost of capital for low risk electric uti l i t ies. It should be noted that not a single

1 . . . . .
Excluding limited issue rider cases.

BRUBAKER & AssoclATEs, INC.
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1

2

fu l l y  l i t i gated rate case return on equi ty  dec is ion has fa l l en wi th in Ms.  Bulk ley 's

recommended range of 10.0% to 10.6% in 2016.

3 Q HOW DO you RECOMMEND THE COMMISSION USE THIS DATA CONCERNING

4 CO M M I SSI O N AUTHO RI ZED RETURNS O N EQ UI TY FO R ELECTRI C UTI L I TY

5 COM PANIES?

6 A

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Reviewing the Commission authorized returns on equity for electric ut i l i ty companies

around the count ry ,  i f  t hey  m easure the cur rent  m arket  cos t  o f  equ i t y ,  t hey  are

another data point the Commission can use to help determine a fair  and reasonable

return on equity for TEP. However, this data should not be used in l ieu of reasonable

estimates of the current market cost of equity, nor should sett lements or non-findings

o f  cur ren t  m arket  cos t  o f  equ i t y  be used t o  i n f l uence t he Com m i ss i on  on  what

reasonable estimates are for TEP's current cost of equity.

Th i s  m arket  ev idence shows that  m y es t im ated return  on equi t y  range i s

reasonable in relat ionship to authorized returns on equi ty found by other regulatory

commissions around the country. whi le I  recognize that the average is approximately

at the high end of my recommended range, l  encourage the Commission to careful ly

consider market-based est imates of  the return on equi ty in support  of  a reasonable

f inding in this case. TEP's and other electr ic ut i l i t ies' capital  costs are at historical ly

low levels. These low capital market costs help offset increases in electric uti l i ty rates

caused by commodity prices, and increased rate base investment. in my judgment, a

balanced regulatory decis ion ref lects the increase in ut i l i t ies '  cost  of  capi tal ,  and

decreases in thei r  cost  of  capi tal . The current  market  envi ronment  has of fered a

signi f icant  decl ine in ut i l i t ies '  cost  of  capi tal ,  that  should be considered in set t ing

TEP's revenue requirement, and determining a fair and reasonable return on equity.

BRUBAKER & AssoclATEs, Inc.
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1

2

3

4

5

6

7

8

g

10

11

12

Authorized returns on equity have recognized declining capital market costs

for utilities over many years recently, and continue to decline in response to these

very low capital market costs. Importantly, I believe authorized returns on equity are

useful information in gauging what other commissions have found to be reasonable

for rate-setting purposes, but a finding on a commission authorized return on equity

should be heavily weighted toward what the estimate of the current market cost of

equity is for the utility in the specific case. Commissions may have had external

factors in awarding returns on equity which are not relevant or useful for the

Commission to determine a fair return on equity in this case.

For all these reasons, l believe that the recent awards for industry authorized

returns on equity support my recommended return on equity range, and the specific

circumstances of this case support my point estimate of 9.3% for TEP in this case.

13 Q AT PAGE 15 OF Ms. BULKLEY'S REBUTTAL TESTIMONY, SHE STATES THAT

CAPITAL MARKET CONDITIONS AND RISK SENTIMENT INDICATORS SHOWS14

15 THAT INVESTORS ARE FACING "GENERALLY HIGHER RISKS" AND THAT

16 UTILITIES ARE NOT Low RISK INVESTMENTS IN RESPONSE TO ASSERTIONS

17 MADE IN YOUR DIRECT TESTIMONY. DO YOU HAVE ANY COMMENTS ON Ms.

18 BULKLEY'S ASSERTIONS?

19 A Ms. Bulkley's argument simply is in error. The risk indicator she identifies relates to

20 general stock market investment risk, not investment risk related to below market risk

21 of regulated utility companies. In my direct testimony, I reviewed all the observable

22 market evidence concerning the risk of electric utility companies in the current market.

23 Based on that review, I concluded the following:

24
25

Electric utility stock valuations are quite robust, and support the finding that capital
market costs for electric utility companies are very low currently.

BRUSAKER & AssoclATEs, Inc.
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1
2
3
4

2. Authorized returns on equity have been declining but utilities' bond ratings have
been improving, and their access to capital has been robust, and utilities have
been able to issue capital at low prices and in significant amounts to support very
large capital programs.

5 Q AT PAGE 20 OF Ms. BULKLEY'S REBUTTAL TESTIMONY SHE COMMENTS ON

6 HOW CAPITAL MARKET CONDITIONS SHOULD BE CONSIDERED IN SETTING

7 TEP'S RETURN ON EQUITY. DO you HAVE A RESPONSE TO Ms. BULKLEY'S

8 COMMENTS?

9 A

10

11

12

13

14

15

16

17

I agree. Indeed, I did extensive research into observable capital market evidence

concerning electric utility stocks in supporting my recommended return on equity for

TEP in this case. As discussed above, this includes observable evidence on rate-

setting practices for utility companies, the resulting impact on their credit ratings, and

the resulting impact on their access to capital to support capital programs. l also

considered risk premium spreads and observable market evidence, valuations of

utility securities, and various aspects of valuation metrics in determining a fair level of

compensation based on today's very low capital market cost environment. All of this

evidence shows that a fair and reasonable return on equity for TEP in this case is in

18 the range of 8.9% to 9.7%.

19 IlI.A. DCF Study

20 Q DOES Ms. BULKLEY MAKE CERTAIN CRITICISMS OF YOUR APPLICATION OF

21 A CONSTANT GROWTH DCF ANALYSIS?

22 A

23

24

25

Yes. Her primary criticism of my constant growth DCF analysis using analysts'

growth rates is based on the fact that I included the DCF results of Energy Corp. and

FirstEnergy in the average of my DCF analysis because of the "extremely low" growth

estimates. Ms. Bulkley states that, in her view, it is not reasonable to believe that

BRUBAKER a AssociATEs, Inc.
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2

3

4

investors would purchase shares in companies that are expected to have negative

real earnings growth over the next five years. She proposes to adjust my analysis by

removing the DCF results of these two companies which would increase my average

constant growth DCF result from 8.71% to 9.00%.

5 Q PLEASE EXPLAIN WHY Ms.  BULKLEY'S PROPOSAL TO EXCLUDE DCF

6 ESTIMATES DOES NOT PRODUCE AN UNBIASED LEGITIMATE ESTIMATE OF

7 THE CURRENT MARKET COST OF EQUITY BASED ON A DCF MODEL.

8 A

9

10

11

12

Ms. Bulkley's proposal to remove two low DCF results without removing high DCF

resul ts is biased methodology that does not accurately measure the central

tendencies of the proxy group. Because of the possibility of having outliers, both high

and low, I have included the median result in all of my DCF analyses to take into

consideration when assessing the results. The median eliminates the bias of extreme

13

14

out l iers,  high or  low,  and prov ide an addi t ional  data point  to measure the

reasonableness of the results. The average of my constant growth DCF analysis is

15 8.71%, while the median of my DCF results is 8.70%. The median, which mitigates

16 the impact of outliers, is nearly identical to that of the average of my DCF results. If

17

18

the Commission follows Ms. Bulkley's advice, the constant growth DCF estimate will

be manipulated and will not be a useful and accurate data point available to measure

19

20

21

22

23

TEP's current market cost of equity.

Additionally, contrary to Ms. Bulkley's view that it would be unreasonable for

investors to buy shares in these companies, Energy Corp's and FirstEnergy's

average daily volume is 1.4 million and 4.1 million shares, respectively. Energy

shares hav e appreciated more than 14%, whi le Fi rstEnergy's shares hav e

BRUBAKER & AssoclATEs, INC.
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1

2

appreciated 3% year-to-date. For these reasons, the Commission should disregard

Ms. Bulkley's proposed adjustments to my DCF analysis.

3 Q DID M s. BULKLEY ALSO M AKE COM M ENTS CONCERNING YOUR

4 SUSTAINABLE GROWTH DCF ANALYSIS?

5 A Yes. At page 60 of her rebuttal  test imony, Ms. Bulkley states that there is academic

6

7

8

9

10

support showing that earnings growth may not occur as the retention ratio increases,

wh i ch  con t r ad i c t s  t he f undam en t a l  p r i nc i p l es  o f  t he sus t a i nab l e g r owt h rate.

Addit ionally, she states that, by adopting Value Line's earned return on equity, I have

ef fec t i vel y  pre-supposed the return  on equ i t y  as  pro jec ted by  Va lue L ine whi ch

averages 10.38%.

11 Q PLEASE RESPOND TO M s.  BULKLEY'S CRITICISM S OF YOU SUSTAINABLE

12 GROWTH DCF ANALYSIS.

13 A

14

15

16

17

The susta inable growth m ethodology i s  a  widely  accepted m ethod of  es t im at ing

growth in ut i l i ty share prices. I t  is part icularly relevant for an electric ut i l i ty company

who grows earnings by making reinvestment in ut i l i ty plant and equipment. Retained

earnings are one source of internal growth avai lable to ut i l i t ies to invest and support

investments in rate base addi t ions.  As ut i l i t ies retain earnings and reinvest  in new

18

19

20

21

rate base assets,  and the rate base grows,  the rate of  return on the rate base wi l l

grow and earnings wi l l  grow in lock step. Hence,  Ms.  Bulk ley 's c laimed concern

about the sustainable growth rate model  simply has no meri t  general ly,  part icular ly

with respect to electric util ity companies.

BRUBAKER & AssoclATEs, Inc.
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1 Q P L E A S E  O U T L I N E  M s .  B U L K L E Y ' S  C R I T I C I S M S  O F  Y O U R  M U L T I - S T A G E

2 GROWTH DCF MODEL.

3 A

4

5

6

7

8

Ms. Bulkley's pr imary complaint  wi th my mult i -stage DCF analysis is the consensus

long-term GDP growth rate of  4.20% I  have rel ied on as the terminal  growth rate in

my analysis. She states that this growth rate is more than 110 basis points below the

long-term histor ical  growth rate. She asserts that there is support  in the investment

communi ty for  the use of  histor ical  real  GDP growth and projected inf lat ion as an

estimate of nominal GDP growth.

g Q PLEASE RESPOND TO Ms. BULKLEY'S CONCERN OF YOUR GDP GROWTH

10 OUTLOOK USING YOUR MULTI-STAGE GROWTH DCF MODEL.

11 A

12

13

14

15

16

17

18

19

20

I  have a l ready responded to the inappropr ia teness of  Ms.  Bulk ley 's  GDP growth

forecast in my direct  test imony at  pages 57-60. There,  I  descr ibe how she rel ies on

historical real GDP growth, with a projection of future inflation to arrive at her nominal

GDP growth estimate. A signif icant f law in Ms. Bulkley's GDP growth forecast is that

she i s  not  ref lec t ing consensus m arket  par t i c ipants '  out look for  fu ture real  GDP

growth.  Histor ical  real  GDP growth is much higher than GDP growth is expected to

be going forward. There can be many factors that describe this slowdown in real U.S.

GDP growth, l ikely attr ibutable to global ization of the world economy, and increasing

the competi t ion the U.S. economy has for sel l ing goods and services. W hatever the

exact reason, independent consensus economists that provide relevant information to

21

22

investors to make real world investment decisions, are projecting real GDP growth

significantly lower than Ms. Bulkley is projecting in her rate of return testimony in this

23 proceeding.

BRUBAKER &AssoclATEs, Inc.
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1

2

3

4

5

In summary,  Ms.  Bulk ley 's out look for  real  GDP growth is  not  ref lect ive of

consensus expert market part icipants and therefore overstates a reasonable estimate

of what investors are relying on to make investment decisions. For these reasons,

her  GDP growth out look should be rejected because i t  has not  been shown to be

reflective of rational investment outlooks, and overstates a fair rate of return for TEP.

6 lll.B. CAPM

7 Q DI D M s .  BULKLEY CO M M ENT O N YO UR CAPI TAL ASSET PRI CI NG  M O DEL

8

9 A

10

11

12

13

14

15

16

17

t8

19

20

("CAPM")?

Yes. Ms. Bulkley took issue with my development of the market risk premium

component of my CAPM. She states that I failed to reflect an inverse relationship

between interest rates and market risk premier. She also states that myuse of a

historical market risk premium fails to accurately reflect current market conditions.

She attempts to support this argument by reviewing market volatility and the change

in the historical market risk premium over the 2007-2009 period. Because the

historical average market risk premium fell over this time period while market volatility

was increasing, she states that it is counter-intuitive and leads to an unreliable

analytical result. She goes on to state that assuming a lower market risk premium

during a period when interest rates are artificially suppressed by the Federal

Reserve's monetary policy is at odds with the premise of the CAPM's assumption that

the risk-free rate, beta coefficient, and market risk premium are consistent with

21 market conditions and investor perceptions.

BRUBAKER & AssociATEs, Inc.
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1 Q PLEASE RESPOND TO Ms.  BULKLEY'S CRITICISMS OF you CAPM ANALYSIS.

2 A

3

4

5

Ms. Bulkley's contention that these factors were not considered when I developed my

es t i m a t e o f  t he m ar ket  r i sk  p r em i um  a r e s i m p l y  w i t hou t  m er i t  and  com p l et el y

contradictory to my test imony. I  did consider the current market r isk premium based

on observable m arket  ev idence,  and determ in ing whether  or  not  the m arket  r i sk

6 prem ium  should be above average or  below average in  the cur rent  m arketp lace.

7 Based on this assessment, I determined the market risk premium is above average in

8

9

10

11

12

13.

14

this marketplace, and therefore I  propose to give pr imary considerat ion to my high-

end market r isk premium estimate. Specif ical ly, I  provide 75% weight to my high-end

estimate and very minimal weight (25% weight) to the low-end estimate. The result of

this weight ing produced a market  r isk est imate of  7.9%, which is much higher than

histor ical  market  r isk prem iums,  and in l ine wi th the current  market  r isk prem ium

being at relat ively high levels current ly. Ms. Bulkley's cr i t icisms are misguided and

without merit.

15 Q DI D  M s .  BUL KL E Y  AL S O  RE S P O ND T O  Y O UR CRI T I C I S M S  O F  HE R CAP M

16 ANALYSIS?

17 A

18

Yes,  she asserts her market  r isk premium is based on a forward- looking approach

which is based on the same methodology the FERC endorsed in Opinion 531-B as

19

20

21

cor roborat i ng ev idence to  suppor t  her  m ethodology of  ca l cu la t i ng a m arket  r i sk

premium. Addit ional ly, she asserts that I  was inconsistent in my posit ion with regard

to her market risk premium and my own approach to the CAPM.

BRUBAKER & AssoclATEs, Inc.
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1 Q DO YOU HAVE ANY COMMENTS FOR Ms. BULKLEY'S RESPONSE?

2 A

3

4

5

Ms. Bulkley's contention that her forward-looking market risk premium is reasonable

on this basis alone is without merit. Rather, Ms. Bulkley's CAPM is based on a

forward-looking expected return on the market which is simply unjustif ied. Her

forward-iooking return on the market is based on a DCF return on the market which is

6

7

8

9

t ied to a growth rate which cannot  be sustained indef ini tely,  based on the

mathematical makeup of her DCF study. The effect is that she has overstated the

return on the market, and correspondingly overstated an appropriate market risk

premium. A more reasonable estimate of a forward-looking return on the market

10

11

12

would produce a more reasonable market risk premium. My methodologies produced

that more reasonable market risk premium and therefore I more accurately captured a

fair return on equity for TEP in this case based on a CAPM study.

13 III.C. Risk Premium

14 Q DID Ms. BULKLEY COMMENT ON YOUR RISK PREMIUM STUDY?

15 A Yes. She makes two primary comments:

16
17
18

She states that I have prov ided no ev idence as to why my low 5-year roll ing
average equity risk premium for the period ending in 1991 is meaningful in
determining a forward looking cost of equity for TEP.

19
20

2.  She says that the methodology ignores an inverse relationship between equity
risk premiums and interest rates.

21 Q PLEASE RESPOND TO Ms. BULKLEY'S COMMENTS CONCERNING YOUR RISK

22 PREMIUM STUDY.

23 A

24

25

Ms. Bulkley's criticisms are without merit for many reasons:

First, her argument that I provided no evidence as to why a 5-year average

equity risk premium for the period ending in 1991 and that it is not relevant is without

BRUBAKER & AssoclATEs, Inc.
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1 merit. In my direct  test imony, I  explained the reasoning for using a rol l ing average

2

3

4

methodology as one that considers equi ty r isk premiums over var ious stages of  the

economic cycle. No one knows with certainty what economic condit ions are going to

persist  over the rate-effect ive period. Because of this,  i t  is reasonable to consider a

5

6

7

8

range of  equi ty r isk premiums. I t  is not  the t ime per iod in which the r isk premium

occurred that matters. Rather,  i t  is the fact  that equi ty r isk premiums from various

posit ions in the business cycle have been considered. Addit ional ly,  Ms. Bulkley fai ls

to ment ion that I  have appl ied a signi f icant overweight factor to my high-end equi ty

9 risk premium.

10

11

12

13

14

15

16

17

18

19

Second,  Ms.  Bulk ley 's  bel ief  that  there i s  an inverse relat ionship between

interest  rates and equi ty r isk premiums is too simpl ist ic and wi thout  mer i t . While

interest rates and equity r isk premiums are related, changes in interest rates are not

the sole factor which explains changes in equi ty r isk premiums. Rather,  academic

l i terature states that  equi ty r isk prem iums change based on perceived changes in

investment r isk between equi ty investments and debt investments. I t  is simply not

accurate nor consistent  wi th academic l i terature to assume an inverse relat ionship

between equi ty r isk premiums and interest  rates over al l  market  per iods.  Academic

l i terature is clear. This  relat ionship changes over  t im e,  and i s  largely  dr i ven by

changes in relative investment risk between equity and debt securit ies.

BRUBAKER & AssoclATEs, Inc.
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1 III.D. Proxy Group

2 Q DID Ms. BULKLEY OFFER CERTAIN COMMENTS CONCERNING YOUR PROXY

3 GROUP'S COMPARISON TO TEP'S INVESTMENT RISK?

4 A

5

6

Yes. In response to my assertion that, based on bond ratings, my proxy group is risk-

comparable to TEP, she states that credit ratings may indicate a broad measure of

risk, credit ratings do not address risks that are applicable to equity holders.

7 Q DO YOU BELIEVE THAT ms. BULKLEY'S CONCLUSIONS SUGGEST THAT THE

8 PROXY GROUP you USED TO ESTIMATE TEP IS NOT A REASONABLE RISK

9 PROXY FOR TEP?

10 A

11

12

13

14

15

16

17

18

19

20

21

22

23

No. Ms. Bulkley's comments do not seem to focus on investment risk. Contrary to

Ms. Bulkley's assertions, a bond rating is useful in measuring equity investment risk.

A utility company relies on internal cash flows to meet its debt service obligations, and

to also satisfy the expected return to equity investors. Hence, while debt and equity

security investors assume different risks and invest in different securities, the utility's

ability to produce adequate and predictable cash flows allows the utility to meet its

debt security obligations, and to meet the return expected by equity investors.

Equity investors have greater risk than bondholders because they are paid

after debt holders, but nevertheless they are paid out of the same cash flows

generated from utility operations. As such, there is a strong correlation between

investment risk for an equity investor and bond investor.

Indeed, bond rating measures as a form of estimating a comparable risk proxy

group is in my experience a widely recognized and highly utilized method of selecting

For example, before the Federal Energy Regulatoryproxy risk companies.

BRUBAKER & AssoclATEs, Inc.
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1

2

Commission ("FERC"), the bond rating is a primary benchmark used to select

comparable risk companies

3

4

Ms. Bulkley's suggestion that my proxy group is not risk comparable to TEP is

simply not based on credible evidence.

5 lll.E. Capital Structure

6 Q WHAT CRITICISMS DOES Ms. BULKLEY MAKE OF YOUR CAPITAL

7 STRUCTURE RECOM M ENDATION?

8 A

9

10

11

Ms. Bulkley primarily takes issue with my capital structure recommendation because I

compared my recommendation to the capital structures of my proxy group. Instead,

she suggests I should have looked at the capital structures at the operating

subsidiary level for the companies within my proxy group.

12 Q P L E A S E  R E S P O N D  T O  M s .  B U L K L E Y ' S  C R I T I C I S M S  O F  Y O U R  C A P I T A L

13 STRUCTURE RECOMMENDATION.

14 A

15

16

17

18

First, my recommended capital structure is TEP's actual test year capital structure,

rather than an adjusted capital structure that includes particular funding that may, or

may not, occur. S&P and Moody's have issued strong credit ratings and have

"stable" outlooks for TEP based on its current capital structure. There is no need for

TEP to increase its retail cost of service for the sake of a Iarger,.more expensive

19 capital structure.
*

20

21

Second, I do not disagree with Ms. Bulkiey in that reviewing the capital

structures of the operating subsidiaries would provide a reasonable comparative

22 basis. However,  I  do disagree wi th her  posi t ion that  i t  is inappropr iate to use the

2147 FERC1161 ,234, Opinion 531, Order on Initial Decision at paragraphs 106-108.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

holding companies' capital structures for a couple reasons. First, publicly traded

holding companies are what comprise both of our proxy groups. We both use the

credit ratings of the holding companies as a screen to determine a risk-comparable

proxy group for TEP. Those credit ratings are driven, in part, by the capital structure

at the holding company level.

Further, the authorized overall rates of return for electric utility companies

noted in my testimony, support the use of a ratemaking capital structure of

approximately 50% or less. As such, electric utility operating companies' capital

structures do not include as much common equity capital as TEP proposes for this

case, which is an adjustment to its actual level of common equity to total capital.

Moreover, the market evidence shows that TEP's actual capital structure mix

is adequate and will support its current investment bond rating. Because its existing

capital structure is less expensive than its proposed capital structure, TEP's proposal

to increase its common equity ratio should be denied.

15 lll.F. FVROR

16 Q WHAT CRITICISMS DOES Ms. BULKLEY MAKE OF YOUR FVROR

17 RECOMMENDATION?

18 A

19

20

21

22

23

Ms. Bulkley states that I have not rel ied on consistent data to perform my calculation.

She goes on to state that even though my Exhibit MPG-22 demonstrates that interest

rates are expected to increase, I  rely on the average of a historical nominal r isk-free

rate and a projected nominal  r isk-free rate.  She proposes to adjust my FV cost rate

by excluding the observable risk-free rate portion of my analysis in favor of only using

a projected r isk f ree rate analysis.  In doing so, the resul t ing FV cost rate increases

from 0.46% to 1.07%.24

BRUBAKER & AssoclATEs, Inc.
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1 Q PLEASE RESPO ND TO  M s.  BULKLEY'S CRI T I CI SM S AND ADJUSTM ENT TO

2 YOUR FVROR CALCULATION.

3 A

4

A major flaw in Ms. Bulkley's FVROR methodology is she is not relying on observable

market evidence to measure a fair rate of return on a fair value rate base. Rather,

5

6

she is using projected interest rates many years into the future, to capture a higher

FVROR relative to that that can be competently measured by actual market evidence

7 that exists currently.

Current market evidence is the best information avai lable to estimate the rate8

9

10

11

12

13

14

of  return m arket  investors wi l l  requi re of  TEP to fund investm ents in ut i l i t y  p lant

investment  dur ing the per iod rates determ ined in this proceeding wi l l  be in ef fect .

This is a relevant t ime period to consider in measuring a fair  rate of return for TEP,

which wil l maintain its financial integrity and access to capital. For these reasons, Ms.

Bulk ley 's  fa i r  va lue m ethodology should be rejected as incons is tent  wi th  m arket

ev idence,  and not  a  reasonable m easure of  the cur rent  m arket  cost  o f  equi t y  or

15 overall rate of return for TEP's fair value rate base.

16 Q DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

17 A Yes, i t  does.

\\doc\shares\prnlawdocs\sdw\10255\testimony-bai\303694 docx
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Exhibit MPG-23
Page 2 of 5

Tucson Electric Power Company

Fair Value Rate Base & Rate of Return

Line Description Weight

(1)

Cost

(2)

Weighted
Cost

(3)

49.97%
50.03%

4.32% 2.16%
4.75%9.50%

1
2
3

Long-Term Debt
Common Equity
Total 100.00% 6.91%

Capital $ Millions

(1)

Percent

(2)

Weighted
FVRB

(3)

4
5

6

OCRB
RCND

FVRB

$
$

2,045.2
3,633.0

49.69%
50.31%

$ 1,016.3
$ 1,827.7

$ 2,844.0

Capital $ Millions

(1)

Percent

(2)

Cost Rate

(3)

Weighted
Cost Rate

(4)

35.94%
35.98%
28.09%

4.32% 1.55%
3.42%
0.13%

9.50%
0.46%

7
8
g

10

Long-Term Debt
Common Equity
Fair Value Increment

Total

$
$
$

$

1,022.0
1,023.2

798.8

2,844.0 5.10%
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Exhibit MPG-23
Page 4 of 5

Tucson Electric Power Company

Fair Value Rate Base & Rate of Return

Line Description Weight

(1)

Cost

(2)

Weighted
Cost

(3)

4.32%1

2

3

Long-Term Debt
Common Equity
Total

51 .31%
48.69%
100.00%

9.50%
2.22%
4.63%
6.84%

Capita $ Millions

(1)

Percent

(2)

Weighted
FVRB

(3)

4
5

6

OCRB
RCND

FVRB

$
$

2,045.2
3,633.0

49.69%
50.31%

$ 1,016.3
$_ 1,827.7

$ 2,844.0

Capital $ Millions

(1)

Percent

(2)

Cost Rate

(3)

Weighted
Cost Rate

(4)

36.90%
35.02%
28.09%

4.32%
9.50%
0.46%

1.59%
3.33%
0.13%

7
8
9

10

Long-Term Debt
Common Equity
Fair Value Increment

Total

$
$
$

$

1,049.3
995.9
798.8

2,844.0 5.05%



CD
G)
U)
cu

m LT
N  u -
| O

0. LD

E

: Q  4
. c
x

Lu

c*>

G.)
UP
(5
Q.

LD

<r q-
G.)
u :
ms
Q.

0.)
cm
m
Q .

LD

du
Q.

do
o_v -

Lmm
o
c
GJ
m
ea

I I

'T`

<9
cl_I

-
I

4J`
C
a>
E
G)
G)

m
<
4-1
C
GJ
E

2-0-1
4-1
GJ

(D

_I->
D
.'°"
P.Cx
UJ

Cal

cf
_|

cf
_I
X
I\
cf
..J

4-J`c .J
8 8
an 5 E
9 I G)

<
-0-1 C
C -I 4-1

28 8
is E
z 2
G) 1:
(D GJ

cm

N
i i_I

I

9'
d_J

'fa
_ I
-3
a

9
. C
x
LLI

U)
=:4
X
of
cl.J

G)
en
IB
mI.
o

co
(D
Q

8|\
IQof OF__

888<ro<r
\-us

of
NN
<°
1 -

Q N of)

co
c*>
Cal_

LO

o
o
l.r>_
of

coof
°1
of
<r
et
Nhe

1-
LD
1-

he ea
o

o
of
N

o
°1

8 8 8
4- co ofO M *
N ~. q -

co
m
n_
o
Lm

Of)
N
N
LQ

oo
LQ

4-1

o
E
as_s.
3
U
G) " Q

o LD

he

v -
o f

m
C
m
(D
:s
o
.c
| -
he

of
N
Q
m
Of)
et
of:
ea

o

ea

co
co
*Q

o

ea he he

co
(D
LQ

8/\
°?9'

\ -

OF
£88
q-Qjgq
Qcqwjl\©l\

LO
do
n _
o
I-D

m
NCal
QQ
1 -

oo
LQ
of

mo
n_LD
<1-
qN

\-
Lo
1-

>
Eu
Q.
E
o
o
&
ea
3
c
D.
o
L4-1
o
2
l_l_l

o
en
o

|-

ea
E
:B
>
_L
N
u.

o

=8cm z

5 nr
' a

o
o -H
< 8

o
To

' :
o as w <-A <-A he

ea

G)
>
.u
n¢
w
m
o
L .

<9
a d

o
E
G)
T-
4-1
o
cm

To
Q.
m
O

o
4-1
o
m
LL

.Q

' :omo
D

GJ
E
o
o
C o

O
+ -C

C5
34-1
GJ
of
|*-
o
G)-0-1
m
n :

a ->'c

o
.QO
~4-
GJ
a
m
E
oo

GJ
m
m
m
GJ

4-1
cu
no
'U
a>

4-1
w
3
' o
<

m
c
m
G)
Q.
O
'u
G)

4-1
(D
3
'U
<

4-1
c

G )

O

GJ
E
o
o
c
m
C
4-1
m
GJ
Q.
O
'u
cu
3
U'
GJ
nr

4 -

o

m 5
'EScu

88°'w eMEG,
'cl<

.Q*,_3-

§LLm

G.)

U)
1:-
m
GJ
Q.
O

.Q
m
G.)
>
C
o
O
G)
3
C
G)
>
G.)
Cr
(D
(D
o

CD

-0-4
c
m
E
0)

3
O'
GJ
n:
G)
3
C
G)
>
G)
m
V)
(D
o

O
c

a>
m
cu
GJ
o
c

o
c
_I

N <~'> q- 1-0 c o  | \ o f m F



W N
qt 4-Q o

E 8: m
,Q D.

X
Lu

com
9mm

' U
G.)4-0

2 m

Lu 98
_I

81-4-1
o oil\

0?42ool~<r<r

.Q_8  'D
o  2
2 (U
LLl l__ 4-1
- _.J
< <

co
oN
clo

8 3

LUG)
_cm
<»:

<r. et
m m

.Q
8 3
G) I
m ̀ al5
._ (D
<

I\'¢
'-QN.
com
v v

' o
a>

4 -0

m
woo
"Wmm

' u
o

4 - 1

(0
my
' Qcom<1-ua

co
C
.Q
3

.D
c
.fa
a

_I

of:
c
.Q
4 - 4

2:
.Q
. :
-1-4

(D
D

EE
I

>
ma
Eo
o
Lo
3oo.

m
c
.Q
3
.Q
' :
m
D

'U
G.)

4-1-0-1
G.)
co

Lm o
\- O
o'> m

m
C
o
;;;
:5
.Q
c
8
a

' U
GJ
4-14-4
G.)

(IJ

o o
Q Q
© of
<r q-

z~"'m
g o

-'o
W m
m-5
3 0On:
8¢d40
u>°¢\1
oqrm
D 1-

>83
men

IDIDm
o
2_,0
cu - nlrLr>

N
'o
G)

*-|
m

I

3
:
Ul.l.I
:o
c

an
M

(5
o

q)
>

>. ' U
GJ4-1
ms_
m
2 9-8
E _|

W N
'owemm

.9
1111

m

as
3

U
l.IJ
c
o
E
E
o
o

>~.
(5
. o
* :
G)
>

' c
m4-0
(5
um
GJ4-1
E

N
' o
GJ4-1
m

38
_ I

C*) 1-
Q et
m of
q- <1-

C

u
o
2
LIJ
c
oIDo

| -

UI
:
.Q
.2
o
ea
D
IJJ
o
nm
4-1
c
m
o
m
no

o
:
3
o
'c
x
Eu
GJ
m

> >

.§§s
8 a`
88:nag

~»@°.?
v»:'é'8'°8oo0-EEmo8

G)
>

' o
Q)4-1
ms.
u :
m4-1
C

N
'U
(D

4--14-1
(D

i n

to of:
If et
cm m

TIo
GJ
>

'U(D4-1m
U)
2C

N
' U
2
u
G)
cm

o of
Q <1-.
N no
LT cf: w

(IJ
. c

'ft
<52

m
GJ

>-

LT co
v' \-
o  o
N N

(5
GJ

>-

LD co

o  o
N N

VJ 9
m
cm
m
o

ng
-uM
as an : --8 3.93$
Q D D

u`E888
-Qmss8.892§ |-

.ogo g>on¢n¢
=`U(D_O_O_n_¢5¢g

9555
(D

GJ cu_| - 4-1 4--1
m m mw

oX O
LU C

315
o
I . .(D

C
_I

Q)
.c
_I

a m

8 3
m

9
hi

o 3z o
U)



Exhibit MPG-24
Page 2 of 2

Tucson Electric Power Company

V_ertically Integrated Litigated Cases

ROR ROE
Lin e Da te Company (State) % %

Common Eq.
% Cap. Str.

7.41
7.3

7.37
7.6

7.38
7.53
7.44

9.5
9.5

9.72
9.53
9.75
9.5
9.3

51.43
49.1
52.5
51.76
47.16
50.09
50.48

6.18
8.24

10.3
10

41.5
50.47

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17

1/23/2015
3/25/2015
3/26/2015
4/29/2015
5/26/2015

9/2/2015
9/10/2015
t1/5/2015

11/19/2015
11/19/2015
11/23/2015
12/3/2015

12/11/2015
12/17/2015
12/30/2015
3/16/2016

6/8/2016

PacifiCorp (VVY)
PacifiCorp (we)
Northern States Power-Minnesota (MN)
Union Electric (MO)
Appalachian Pow.ANheeling Pow. (JAn)
Kansas City Power & Light (MQ)
Kansas City Power & Light (KS)
Southern California Edison (CA)
Consumers Energy (Ml)
Wisconsin Public Service (WI)
Virginia Electric and Power (VA)
Northern States Power-Wisconsin (Wl)
DTE Electric (Ml)
Southwestern Public Service (Tx)
PacifiCorp (VVY)
Indianapolis Power 8t Light Company
El Paso Electric Company

7.81
5.7

7.88
7.4

6.51
7.67

10
10.3
9.7
9.5

9.85
9.48

52.49
38.03

51
51.44
37.33
49.29

18
19
20
21

Average
Min
Max
Median

9.73
9.30
10.30
9.70

22
23
24

< 9.75%
< 9.5%
Above9.75%

10
7
5

Source: S&P Global Market Intelligence, RRA Major Rate Case Decisions Quarterly Updates
Major Rate Case Decisions--Calendar 2015, January 14, 2016, Revised on January 19, 2016
Major Rate Case Decisions--January-June 2016, July 15, 2016


